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How Should the Defense Burden Be Shared? 


There is much controversy about ways and means of meeting the heavy cost of the defense program. 

Shall we “pay as we go”? Can it be done safely, conveniently, and equitably? Obviously it can- 

not be done comfortably. And will the purchasing power created by vast government expenditure, 

while production is diverted from civilian to military goods, push inflation to a disastrous height? 
Here economics, politics, and ethics are inextricably involved. 


The Inflation Problem 


We enter upon our costly defense-program on a high 
tide of inflation. The popular definition of inflation is a 
continuing rise in the general price level—in the prices 
of goods and services—or, conversely, a decline in the 
purchasing power of the dollar. Our postwar inflation has 
accompanied unprecedented prosperity for the nation as 
a whole. The American people have produced and used 
more civilian goods and services than we or any other 
people ever did before. The national income (computed 
per capita) has increased much more than the purchasing 
power of the dollar has declined, and it has been more 
widely distributed than in prewar years. There has been 
only a relatively small percentage of unemployment. Has 
this continuing gradual inflation, then, been good so far? 

Economic statisticians say yes, good for perhaps three 
fourths of our people—though quite the reverse for those, 
perhaps one fourth, who live on fixed or not adequately 
adjustable incomes. We are warned, however, of a danger 
limit. When the effective demand for goods and services 
—that is, the purchasing power available and active— 
outruns the supply of goods and services and the facilities 
for producing them, and more productive facilities (labor, 
materials, machines, power) cannot be provided, the eco- 
nomic system may break down. The afflicted one fourth 
quickly increases to nine tenths or more. This has hap- 
pened in many countries; it could happen here. 

Indeed we face that problem now. As we move in our 
defense program from nearly full employment to more 
than normally full employment, we put more money into 
circulation but produce less rather than more civilian 
goods. As more money chases less goods, prices normally 
rise. Without extraordinary safeguards the present in- 
flation is bound to be accelerated, and then an economic 
breakdown would be inevitable. 

In the defense program of 1940-41, we started with 
about eight million unemployed, with production facilities 
not used to capacity, and with a fairly stable and balanced 
price level. During the war years that followed, prices 
were kept from “sky-rocketing” by price-wage controls, 
rationing, higher taxes, and diversion of income into 
bonds. At the end of the war conditions were extraordi- 


narily favorable to inflation of prices. There were ac- 
cumulated wants of goods and services, a high level of 
employment at high wages, widespread holdings of nego- 
tiable war bonds, and easy credit—for business, construc- 
tion, instalment buying, etc. Never before had so much 
money and credit been available. When rationing ended 
and price controls were hastily removed, prices started up 
the inflationary staircase. 

Now, with another defense program under way, and 
these inflationary conditions prevailing, it is proposed to 
get the revenue needed in a pay-as-we-go policy. A com- 
plete pay-as-we-go program is advocated not only by 
President Truman but also by the N.A.M., the U.S. Cham- 
ber of Commerce, and other business groups. (See 
INFORMATION SERVICE, January 6.) Such a policy in- 
volves heavy increase in taxation—as an anti-inflationary 
as well as a revenue-producing measure. 


The Defense Budget 


The President has submitted a budget of $71.6 billion 
for the fiscal year 1952 (July 1, 1951-June 30, 1952). 
Of this amount, about $47 billion is for military purposes, 
including military foreign aid ; nearly $2 billion for foreign 
nonmilitary aid; $5 billion for veterans’ aid; nearly $6 
billion for interest—leaving about $11 billion for other 
domestic civilian purposes. The last amount includes 
$2.5 billion for conservation (“national resources”), $2.6 
billion for “welfare and security,” $1.7 billion for “trans- 
portation and communication,” $1.4 billion for “agricul- 
ture,” $1.5 billion for “finance, commerce, and industry,” 
$.5 billion for “education and research,” and $1.2 billion 
for “general government.” 

Proposals have been made in Congress for reductions 
in this budget. Senator Byrd, for example, who usually 
goes farthest in proposals for reducing government ex- 
penditures, would make a cut of $9 billion, including re- 
duction of $3.5 billion in foreign aid and $4.9 billion in 
domestic- civilian programs ($1.6 billion less for social 
welfare, health, and security, $.8 billion less for agricul- 
ture, etc.). Senator Douglas, an eminent economist, thinks 
it feasible to make less radical but substantial reductions. 
Others have differing proposals. In the unpredictable in- 
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ternational situation, however, actual expenditures for the 
fiscal year 1952 may reach the total of the President's 
budget, even if it is pruned in some particulars. This 
would involve an estimated deficit of $16.5 billion if the 
present sources and rates of taxation should remain un- 
changed. (The deficit for fiscal year 1951 is estimated 
at $2.7 billion, in spite of some increase in income tax 
rates adopted in 1950.) 


The Tax Proposals 


The questions involved in tax policy include (1) how 
to avoid additional burdens on those millions of people 
whose level of living has already been reduced to a break- 
ing point by inflation; (2) how to maintain adequate in- 
centives to production of needed goods and services; (3) 
how to assure equitable distribution of civilian goods and 
services available; and (4) how to avoid retarding or 
crippling the defense program. These questions involve 
not only taxation, but also price-wage controls, allocation, 
and rationing, as well as general voluntary cooperation. 

The recommendation of the President is for a present 
increase in taxes to yield at least $10 billion and a subse- 
quent increase to yield $6.5 billion more. If the increase 
of $10 billion should be distributed according to the sched- 
ule submitted to the House Ways and Means Committee 
February 5, the revenue derived from the personal income 
tax would be raised, as compared with the estimated pro- 
ceeds of $26 billion at the present rates, to nearly $30 
billion; the proceeds of the corporation tax, from $20 to 
more than $23 billion ; from excises, from $8 to $11 billion. 
The personal income tax rates proposed, if the present 
exemptions are retained, are somewhat less than the rates 
prevailing in 1945 and 1946, but higher than the rates set 
by the 80th Congress in 1947 and the present rates as in- 
creased last year. The corporation rates represent a similar 
trend toward wartime taxation, and the ceiling, including 
excess profits tax, would be raised from 62 to 70 per cent. 

The Treasury proposal does not change the present per- 
sonal exemption of $600 for each taxpayer and each de- 
pendent, so that a low-income jamily of one income 
receiver and three dependents and with a net income not 
over $2,400 (before personal exemption) would still be 
exempt from this tax. A similar family of four with a 
net income of $3,000, paying $120 at present rates, would 
pay $144; with a net income of $5,000, now liable for 
$520, would pay $624. A single person would pay about 
20 per cent more than under the present law. Increased 
excise taxes would of course reduce spendable incomes in 
so far as used for purchases of goods thus taxed. 

The increases in excise taxes are applied to manufac- 
turers’ excise taxes on automobiles, radios, TV sets, and 
electric, gas, and oil appliances (some household appliances 
not previously taxed). These are durable goods which re- 
quire the use of possibly scarce materials. Increases are 
proposed also on alcoholic beverages and tobacco, and in 
the retail tax on gasoline. Other current excises are re- 
tained. To what extent the manufacturers’ excise taxes, 
payable by manufacturers on their factory prices, would 
be pyramided in retail prices is a matter of price control 
by manufacturers, dealers, or government. 

It will be noted that the increases in tax rates in the 
Treasury proposals touch the lower-income families rather 
lightly in their direct impact, since the exemptions from 
the personal income tax are retained and the excise taxes 
do not include food and clothing. Such taxation, there- 
fore, will not directly impose an unjust burden on the 
people already most burdened by inflation. 


The cost of living, however, might rise. Corporation 
taxes are likely to be passed on altogether to consumers, 
if competitive conditions or other safeguards do not afford 
restraint. Wage increases, if not controlled, are bound 
to raise prices. Increases in rent, if permitted, would 
affect a large item in most family budgets. The prices of 
food and clothing will rise with the changing ratio of 
supply and demand, if these factors have free play. So 
the taxation now proposed, while it may produce the need- 
ed revenue and limit somewhat the increase of purchasing 
power that defense expenditures will release, seems not 
by itself adequate to check continued inflation. 

From other sources have come proposals to depend more 
largely on excise taxes, instead of income taxes, and to 
provide both the needed revenue and a substantial check 
to inflation by a general sales tax. ‘Personal consumption 
expenditures” for durable and nondurable goods amount- 
ed to about $130 billion in 1950. More than $100 billion 
of this was for “nondurable” goods, about one half of 
which was for food. 

Godfrey N. Nelson, a columnist who contributes to the 
New York Times, estimates that a general retail sales tax 
of 10 per cent would yield a revenue of $10 billion dollars, 
could not be “pyramided” (as a manufacturers’ sales tax 
could be), and by deterring spending would have an anti- 
inflationary effect. He does not discuss, however, the 
discriminatory effect on low-income groups, and the con- 
fusion with state and local retail excises. Others favor a 
manufacturers’ sales tax, some a retail sales tax, more 
general than the Treasury proposal but excluding food 
and perhaps certain other necessaries, and would then 
increase income taxes enough to make up the additional 
revenue needed. Editorially, the Times advocates a “rise 
generally in consumer [excise] taxes,” which are “more 
specifically anti-inflationary in their impact” and also are 
more quickly produced than income taxes. (See the 
N.A.M. proposal, INFORMATION SERVICE, January 6.) 

A committee of four eminent economists appointed by 
the Twentieth Century Fund (Clark, Columbia; Schultz, 
Chicago; Smithies, Harvard; Wallace, Princeton) said 
in a statement released February 5: “It is both possible 
and necessary to depend on taxation to finance the defense 
expenditures and to remove the bulk of the inflationary 
pressure. Direct controls are not a substitute for adequate 
taxation.” As to the $16 billion objective: “We believe 
that this objective can be reached by expanding existing 
methods of taxation. . . . At the present time heavy in- 
creases in the corporate income tax, individual income tax, 
and excise taxes are required.” In discussing enforce- 
ment, since income taxes now discriminate against “those 
taxpayers who are subject to withholding,” they call for 
means to improve “tax collections from agricultural and 
—_— incomes and incomes from property gen- 
erally.” 


Anti-Inflationary Borrowing 


Instead of balancing the budget completely by taxation, 
Professor Sumner Slichter (The New York Times Maga- 
zine, Feb. 4) advocates “a combination of tax increases 
and anti-inflationary borrowing.” While he agrees that 
“undoubtedly a federal budget of $70 billion could be fi- 
nanced on a pay-as-we-go basis,” he believes “this would 
not be the best way.” For “some taxes that would yield 
large revenues tend also to raise prices. Other taxes would 
weaken incentives to produce, particularly the incentives 
to provide investment-seeking funds.” Noting that about 
60 per cent of all personal income is not now subject to 
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the income tax, on account of exemptions and deductions, 
he believes, “the best single change in taxes” would be 
“lower exemptions in the personal income tax”; but he 
admits it “has little political appeal” and ignores the effect 
on hard-pressed groups that have not shared the benefits 
of inflation. 

Granting the need of some increase in taxes, “to cover 
the long-run increase in defense expenditures,” Slichter 
proposes that “the temporary bulge” of ‘‘the next two or 
three years should be met by anti-inflationary borrowing 
... especially from current personal incomes. Persuading 
someone to buy a government bond out of income is just 
as anti-inflationary as collecting a personal income tax 
from him. In either case the individual has less money to 
spend. ... Even if the federal debt were to increase by 
$15 billion a year, so that it was about $290 billion two 
years hence, it would be smaller in relation to the net 
national product than it is today.” 


Direct Controls 


In The Economic Report of the President, transmitted 
to Congress with the Annual Economic Review by the 
Council of Economic Advisers,’ sacrifices required of eco- 
nomic groups are summarized. Businessmen “must also ac- 
cept restraints and controls upon many of their business 
practices—including price policy and the use of materials 
and manpower—which are not customary in peacetime. 
They must be willing to withdraw from enterprises which 
are non-essential and wasteful during a national emer- 
gency.” Workers “must accept restraints and controls 
upon wages, designed to prevent the wage increases which 
would be attainable if more goods were being produced 
for wage earners to buy.” Farmers “cannot expect to 
avoid their fair share of the cost of national defense. . . . 
That rate of progress [in farm standards of living] can- 
not be continued in these perilous times.’”’ American fami- 
lies “‘can expect very sharp curtailments in the supply of 
durable equipment which brings convenience and enter- 
tainment to the home. They will have to make their house- 
hold goods last longer, their automobiles and appliances, 
their linen and clothes. . .. Many of them must postpone 
buying a new house. 

“These sacrifices,’ continued the President, “will not 
prevent us from maintaining a strong and growing econ- 
omy, capable of supporting the current defense program 
or any greater program that we may need to undertake. On 
the contrary, these sacrifices will make for a stronger na- 
tion by curbing inflation . . . not only by augmenting our 
military strength, but also by enabling us to increase the 
productive facilities which can lighten the economic bur- 
den in the long run.” 

Thus a program of materials allocation, price control. 
and wage control was forecast, and this is now under way. 
The equitability of the program, as well as its military 
and political incidence, will doubtless be continuously dis- 
cussed, and there will be no lack of pressures for modifi- 
cation in the interest of one and another economic group. 


Priorities and Allocations 


Under the Defense Production Act of last September 
a basic regulation was put into force giving priority over 
other business needs to materials and components needed 
for defense orders, and limiting nonpriority uses of alu- 
minum, copper, zinc, rubber, tin, cadmium, cobalt, and 
some types of steel. Further cut-backs and prohibitions of 
least essential end uses are being imposed. 


1 January 1951. Government Printing Office, 50 cents. 
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U. S. News & World Report (Feb. 9) summarizes 
some of the current or impending restrictions on the uses 
of materials. They include many items involving the ma- 
terials mentioned above. Some will not be obtainable at 
all, it is predicted. For building, copper, zinc, and steel 
will be short ; for households, various wares using copper, 
tin, nickel, aluminum, and steel will be missed; automo- 
biles, TV sets, and radios will be harder to get. Plastic 
goods will replace metal goods in the stores. 


In addition, it is pointed out that “fancy trim on auto- 
mobiles, clothing, all household appliances will be gone 
for the duration” ; that “lots of things will be scarce” ; and 
that many substitute materials will appear in things we 
buy. Octane ratings of gasoline will be cut. 


We are told, however, that “in time the lid is expected 
to be lifted a bit.” For “rising production capacity is 
counted on to catch up with a rearmament program that, 
barring all-out war, may level off in about two years.” 
Meanwhile “shortages and substitutions will get worse and 
worse.” 


Price Controls 


Meanwhile, also, the cost of living is going up. And in 
nearly all families the question is raised: Will prices be 
effectively controlled? If so, when? 

The Council of Economic Advisers, in its January Re- 
port, emphasizes the need for immediate price controls. 
“Every argument which was advanced a year ago against 
increases in the general price level,” they say, “applies 
with multiple force now. The price level is already much 
higher than a year ago, and inflationary forces are mount- 
ing. Further price increases in general can serve no eco- 
nomic function, and if these increases go much further 
they will do irreparable damage. There is no proposi- 
tion of economics on which there is more general agree- 
ment than this. Consequently, the imposition of price con- 
trols having been initiated, this activity should move for- 
ward with speed and decisiveness. It should seek, as 
rapidly as possible, along with other controls both indi- 
rect and direct, to achieve and maintain general price sta- 
bility.” 

But, the Council adds, “drastic action on the price front 
—and it should be drastic—does not mean the use of only 
one technique of price control as has been urged in some 
quarters. . . . The pricing techniques, whether of the 
freeze, ‘dollars-and-cents,’ or margin control variety, must 
be skillfully and closely attuned to the peculiarities of in- 
dividual industries, labor markets, and distributive levels. 
It is necessary to deal with wide differences among profit 
and cost conditions. It is necessary to encompass a vast 
variety of commodities, some standardized and others 
highly differentiated. . . . It is more important,” however, 
“to put brakes upon inflation than to get a perfect system 
of controls.” 


We are told nevertheless by Washington reporters that 
inflation of living costs will continue to the extent of 5 or 
6 per cent in the next few months. As control machinery 
is set up, controls will spread through the range of prices 
and grow tighter. Meat prices appear to be receiving im- 
mediate attention. Rationing also is expected to be im- 
posed there. The prices of farm crops, with few excep- 
tions, it is reported officially, have already reached levels 
high enough to encourage maximum production ; but un- 
der the Defense Production Act of 1950 ceilings of farm 
prices may be set no lower than “parity” or the highest 
level of May 15-June 15, 1950. 
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Naturally there is opposition in some quarters to price 
controls. As one commentator? argues, it “is primarily 
an abridgment of liberty. It deprives the individual seller 
of the freedom to ask the price that a competitive market 
would permit him to get,” and “the individual buyer of 
the freedom to bid as high as he wishes against another 
would-be buyer rather than go without what he wants.” 
However, this “abridgment of liberty” for the present 
situation seems to be generally insisted on by the Ameri- 
can people. It served a useful purpose in 1942-45, and in- 
deed consumers found that it was lifted too soon. 

We are reminded at the same time, by the Council of 
Economic Advisers, that price controls do not in them- 
selves reduce demand. “On the contrary, the lower the 
prices, the greater the demand ; and this provides a breed- 
ing ground for black markets and evasion if purchasing 
power is not restrained. Disposable income must be reduced 
through taxation and other financial measures, or price 
and wage controls may be seriously undermined. Further, 
price controls must be supplemented by some direct con- 
trols over the kinds of civilian goods produced, if sellers 
are not to be able to sidestep price controls by varying 
their products and shifting to higher-priced and higher- 
profits lines.” 

Wage Controls 


It is obvious that price controls cannot be made effec- 
tive without wage controls (and vice versa). There are 
difficult problems involved. “Cost of living” adjustments 
caniot be rigidly rejected, for it is unfair to have allowed 
increased wages to one aggressive group to meet the in- 
creased cost of living and now to refuse similar benefits 
to others who have been equally or more needy but not 
effectively organized. Granted that equality of sacrifice 
should be a guiding principle and achieved as far as possi- 
ble, the wage-price spiral must nevertheless be checked. 

The importance of wage incentives to increase produc- 
tivity of both defense and civilian goods is recognized 
but increases in wages to stimulate defense production in- 
crease purchasing power for civilian goods without in- 
creasing the supply. It has been suggested that incentive 
wage premiums take some form other than cash benefits— 
bonds, insurance, or any form not immediately liquid. 


Profit Controls 


Public acceptance of the controls we have discussed will 
be expedited—especially acceptance by each economic 
group of the controls imposed on it—if they are imposed 
without gross disregard of equality or sacrifice. For ex- 
ample, past experiences have brought about public sensi- 
tiveness as to excessive profits, especially of enterprises 
engaged in production of defense materials. The Coun- 
cil of Economic Advisers believes that “the current gen- 
eral Jevel of profits, which is much higher than the re- 
warding level in early 1950, can be reduced further 
through taxation without impairing the initiative or types 
of investment which are now urgently needed... . / A fur- 
ther reason for compressing profits after taxes below the 
unprecedented high levels which they have now attained 
is that, unless this is done, it will be futile to attempt to 
achieve wage stabilization. We cannot afford a soft tax 
policy, in order to take care of the exceptional instances 
where further incentives may be needed to stimulate some 
types of business investment. These isolated instances 
should be taken care of by selective policies, such as tax 
amortization, selective price allowances, or financial aid.” 


2 The I'reeman, New York, February 12. 


Controversy over Credit Control 


.\ group of seven University of Chicago economists has 
recently issued a statement which attributes the price rise 
of the past several months mainly to the “monetary policy 
of the Federal Reserve, . . . presumably under the influ- 
ence of the Treasury,” increasing the money supply by 
purchases of government securities—about $3.5 billion in 
June-December. These were purchased by Federal Re- 
serve notes, which (though partly offset by a gold outflow) 
added about $2 billion to bank reserves and so made it 
“possible for banks to expand both their loans and their 
deposits at an extraordinary rapid rate. The loans have 
provided the financial means for speculative purchases ; 
the deposits have provided the circulating medium for the 
larger money volume of transactions.” The continuous 
redemption of long-term marketable government bonds 
at a fixed price, in order to maintain the 2% per cent in- 
terest rate—is regarded by this group as “an ill-conceived 
policy.”” There are outstanding nearly $35 billion of bonds, 
they note, that can be redeemed at the will of their holders, 
and the continued reduction of their real value is “almost 
certain to produce sooner or later a flood of redemptions 
..., to say nothing about the effect of further price rises 
on the willingness of the public to purchase additional 
savings bonds.” The Federal Reserve, the Chicago econo- 
mists say, “should at once begin to sell government se- 
curitics to whatever amount is necessary to bring about 
a contraction in the currently swollen credit base ... even 
though one of its incidental effects is a rise in the interest 
rate on government securities.” 

Walter Lippmann (New York Herald Tribune, Feb. 8) 
indorses this statement. The Twentieth Century Fund 
advisory conrnittee of four well-known economists, re- 
ferred to earlier, makes a similar criticism of the Federal 
Reserve policy, but without singling it out for the same 
emphasis. Generally, of course, credit expansion and con- 
trols have been included in discussions of the causes and 
cures of inflation; but opinions have varied as to types 
of credit control expedient or necessary. 

The Council of Economic Advisers advocated selective 
credit controls, and stated that “general credit policy can- 
not be expected to be a major anti-inflationary instru- 
ment during the coming period of intensive mobilization.” 
Professor Arthur Smithies of Harvard wrote in the 
American Economic Association’s Survey of Contempo- 
rary Economics (1949): “In the field of compensatory 
action [for control of inflation], I believe fiscal policy 
[rather than monetary policy] must shoulder most of the 
load. This country appears to be committed to something 
like the present low level of interest rates on a long-term 
basis. ... It seems generally agreed that, with the national 
debt at its present size, any appreciable increases in rates 
would cause serious financial disorders. No one has been 
prepared to suggest an increase in long-term rates to check 
the present inflation.” And in the same volume Professor 
Henry Villard of Hofstra College, contributing the chap- 
ter on “Monetary Theory,” notes a decreasing effective- 
ness of changes in the rate of itterest, “so that consumer 
spending can far better be influenced by direct control over 
instalment credit and the like rather than through general 
changes in the level of interest rates.” 


While the doctors disagree, the patient grows impatient. 
Rut selective credit controls have been imposed, and more 
are said to be on the way. 
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